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Abstract. This report examines the dimensions and economic impact on the United States of the huge growth 
in recent decades of cross-border flows of assets. International asset flows can bring significant economic benefit 
as economies are able to improve the allocation of investment and saving, lower the level of risk in their asset 
portfolios, and enhance the performance of monetary policy. There are concerns, however, with the ability of 
international asset markets to convey economic shocks and initiate periodic economic crisis. The United States 
has been able to absorb large asset flows to apparent economic advantage, with a minimum of disruption. 
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Summary 

The post-war period has seen a steady and sizable expansion of international 
economic integration. Trade in goods has grown rapidly, but trade in assets (e.g. 
bank accounts, stocks, bonds, and real property) has grown far faster. The rapid 
growth of international asset markets suggests that they confer important economic 
benefits. However, that growth also raises concerns about international capital flows 
as initiators or conduits of economic crisis among nations. 

Several factors have contributed to the rapid growth of international capital 
flows. The collapse of the Bretton Woods System of international monetary 
management also initiated a fairly quick abandonment of controls on international 
capital flows in most industrial countries. Expanding investment opportunities in both 
developed and developing nations raised the incentives for cross border investing. 
Innovations in communication and information technology have dramatically reduced 
the cost of international communication and expanded access to data for assessing 
risk and reward. Also of importance has been the creation of new financial 
instruments that improve investment decision making. 

The extent of capital market integration is evident in the huge increases in most 
financial realms over the last twenty years. These include bank deposits, securities 
(stocks and bonds) and foreign exchange. Foreign exchange transactions world-wide 
have grown so much that the value of annual foreign exchange trading exceeds the 
value of goods transactions by a factor of 50. Despite this growth data indicate that 
asset market integration still falls well short of creating one world market in assets. 

The economic benefits of international capital flows are significant. The presence 
of well functioning international asset markets can extend the benefit of international 
trade well beyond the gains associated with the exchange of goods and services. 
International capital markets can facilitate a more efficient allocation of saving and 
investment across nations, allowing an optimal spreading of consumption spending 
over time. International trade in assets can also enable greater diversification of 
investment portfolios, leading to reduced investor risk. In conjunction with flexible 
exchange rates, high capital mobility also enhances the power of monetary policy as 
well as alters how monetary forces are transmitted and distributed through the 
economy. 

Economists and policy makers have also long recognized that increased 
financial integration carries risks. One risk is that more points of economic and 
financial contact raise the prospect of the transmission of negative economic shocks, 
so called “contagion” effects. In addition, some argue that asset markets themselves 
are often destabilizing and can generate periodic crises. For the U.S . the main problem 
associated with mobile global capital has been occasional misalignment of the dollar 
exchange rate. For the U.S., a large, predominately domestically oriented economy, 
with a well developed financial system and a resilient structure of private markets, 
large international flows of capital are absorbed to economic advantage, with a 
minimum of disruption, even in the face of large currency swings. 
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Introduction 

Economic globalization has been occurring steadily since the end of World War- 
II, but that process clearly accelerated over the last two decades. The most dramatic 
change has been in the size and influence of international capital markets. These 
markets are an ever denser network in which residents of different countries can 
exchange assets. The assets traded include stocks, bonds, and bank deposits. Capital 
market transactions can be rooted in relatively short term goals associated with 
prudent portfolio management or long-term endeavors involving direct investment in 
plant and equipment. The rapid growth of these markets suggests that they confer 
important economic benefits. However, that growth also raises concerns about 
international capital flows as initiators or conduits of economic crisis. Such concerns 
are certainly heightened by major economic and financial crises in Europe in 1 992-3, 
in Mexico in 1994, and East Asia in 1997-8 in which international capital flows 
seemed to have played a significant role. 

The importance of U.S. international economic transactions with the rest of the 
world is well recognized by Congress, which in recent years has closely monitored 
many dimensions of U.S. trade performance. Financial market stability, the conduct 
of monetary policy, and trade deficits are all issues of congressional concern likely 
affected by international capital flows. This report assesses the extent of capital 
market integration, outlines and evaluates the economic benefits of greater 
integration, and examines the risks that increased capital flows may also carry. The 
focus is on how expanding international capital markets affect the U.S. economy. 

Background 

A high degree of international economic integration, in both goods and asset 
markets, is not unique to the current era. The world economy was highly integrated 
in the period stretching from the mid-1800's through the beginning of World War I. 
There was a dramatic retreat from this achievement in the inter-war period. But, since 
the end of World War II, there has been steady movement toward freer trade and 
increased interdependence, now reaching a point that rivals the degree of globalization 
reached in that earlier era. Nevertheless, there are aspects of the current world 
economy that are very different from those of that earlier period of high globalization. 
First, there are many more and greatly varied participants (countries) that make up the 
world trading system. Second, much improved capacities for communication and 
transportation have effectively shrunk the globe and made the process of economic 
integration far easier. Third, more so than in earlier times, trade and the mechanisms 
of trade have become vehicles that facilitate the transfer of technology and the 




